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slowed due to mplamentation issues associacad wita che Company's new product- .

3ffarings in tne previous guartar. 3undlad ravenues ars axpectad o increase o

petween 543 and $53 million in the fourtih guartar of 2002. 3undled revenues for

che full vyear 2003 ars =xpectad Lo e zecween 35270 and 3230 million. N
Longer-z2rm  growth in  ravenues will depend upon continued overating _
2fficienciss, lower cuscomer turnover and the Company's ability to develop and -

scalea various marksting procgrams iz ocier scacas. Revenues per pundled line are’

axpected to decline in the Zuture as the Company contizues to market lower
priced products to De more competitive-with incumbent and other competicive
local axchange carriers and provide gresater wvalu to it3s cusctomers.

Nectwork and Line Costs. Network and line costs decreased by 35.5% to $37.3
million £for the guarter sended September 30, 2902 fxam $58.7 million for the
guarter eanded Septemper 30, 20Q0l. The decrease in netwerk and line costs was .
primarily due to a lower number of Llocal and long distance customers, a
reduction iz access and usage charges and a reducction in primary intcerexchange
carriar charges. Necwork and line costs f£or the three moncas ended Septempber 30, ~
2002 bpeneficed from a c¢redit of $0.4-million in connection with a New York -
Public Service Commission-mandated refund from Verizon New York of certain UNE-P -
switching costs totaling an aggregate $1.5 millicn. Of the Verizon New York
rafund, $1.2 million was received in che second and third quartars of 2002. The -
remalining balance of the credit, ar additicnal $0.4 millicn, will be provided to -
the Company in the form of 5ill credits from Verizon over tie quartar snded ' R
December 31, 2002. Network and Lline costs also benefited Efrom favorable -
resoluticn of disputes with vendors. The Company's policy is not te record . i
credits from such disputes until raceived. As a percentage of sales, network and -
line costs increased to 47.8% for the quarter anded Sepcesmber 30, 2002, as -
comparaed to 46.4% for the same gquarter last vyear. The FCC is currently
undertaking its triennial revisw of local phone compecition, including the )
continued availability of certain unbundlad network slaments and switching. As
the Company's long distance customer base declines, the Company could pe subject
to  higher network and line costs as percentage of salss due to fixed costs of
the Company's leng discance network and certain minimum contract commitments.

See "Ligquidity and Capital Resources, <Cther Matters.®

Gross profic, defined as sales less necwork and line costs, decreased oy R

33.3% for the quaztsr ended Septamber 30, 2002 to $41.3 million from $67.7

million £or the same quarter last year, and gross margin, defined as gross

orofit as a percencage of sales, decreased to 32.2% as compared to 53.8% for the 3
quartar anded September 30, 200l. Gross margin-for the long distance p‘oduct was
§0.8% <for cthe third quarter of 2002 as comparsd to $9.1% for the same quarter
last year and gross margin £or the bundled product was 45.5% for the third
quartar of 2002 as compared to 46.7% for the same quartsr last year. The growth
of local bundled service as a percentage of total ravenue and product mix has
contridbucted to the decrease in overall gross margin. Excluding the benefit of
the Verizon New York credit and sther disputse resolutions, the gross margin for
the bpundled product would have been in the  low 40% range. Excluding
amortization of deferrad revenue related =zoc a celecommunications service
agreement, which expirad in October 2002 and various dispucts resolutions, gross
margin for the long distance product would have been in the low 30% range. The
FCC is currantly considering modifications to the Universal Service Ffund ("USF")
orogram that may go Into effact as early as- the a2nd of 2002. Changes o the
methodology used in the calculation of the collection and payment of USF charges
may have an adverse impact on the Company's gross margic.
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General and Administrative Expenses. General and admimistrative axpenses decreased by 41.8% to $12.0 million
for the quarter anded Seprember 30, 2002 from $20.35 million for the guarter ended September 30, 2001. The
overall decr=ase in general and administrative =xpenses was due primarily to significant workforce
raductions -and other cost cutting efforfs by the Company as it pursued improvements in operating
efficiencias of the Company's bundled business model. Included in general and administrative expenses for
the gquarter ended Septemper 30, 2002 was a non-cash credit of S1. 7 million related £o a favorable legal
sectlement of a dispute that had previously been reflectsd as a liability, partially offset by an increase
in legal reserves of£$0.5 million. While the Company expects o reall further general and administrative
expense efficiencies as the customer base grows, rszalization of su ficiencies will be dependant on the
ability of mandgement to control personnel costs in areas such as ¢ ctions and customer service. There
can be no assurances chat the Company.will be abls o realize these Lc1enc1°s ’ :




decrzased v 22.4% 0 32.2 millizn for the
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r ‘owﬂ' oad debt Ior z: Sepcamecexr 30, 2002. Furtier, tae arovision
izr Zo < for zhe third ar 2L 220 efic from a raversal of the raserva for
docuprixi acgounts oL S 1111lidn. Iz gene:al, the Ccmpany selisves that the bad debt =xpense 3s a
serzancage of salas of the Company's lLong distancs customers 15 lower zhan that of 1ts oundlad customers
zecause of the relatively grsater maturizy of zhe long disctance customer case. _ -
Salzss and Marketing IZXpenses. During Iie Juartar a2nded Seprtemper 30, 2002, the Company incurrad $6.3 million
cf sal2s and marketing expenses as compared o 312.%1 millicn for the same guartar last year, a 43.7% -
decrzase, and, as a percentage of salss, a decrease 20 8.5% as comparad to $.5% for the quarter snded
Septamper 30, 2001. The decrease from :tie zhird Qué::e: of 2002 comﬁarad 20 2001 is primarily atc:znutable
tc the reduction in markstin fzes paid tc ACL due o the termination of the markatcing relatienship with ACL
affsctive Septempcer 30, 2001. Sales and markating zxpenses declined Zurther as the Company slowed growth as
i: sursued its plan o improve 2rfficiencizs of the Company's-sundled business model. Cuxrently, )
substantially all of the sales and marketing axpenses rzlace o the bundlad produc:z. Sales and markecting
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Statements) . -

in 2002 (See Note

Impairment and Restructuring Charges. The Company incurrad

million for the guarter ended September 30, 200;. Included in
2001 was an impairment charge of $163.7 ﬂl_L-on, rimarily rsl
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and 12% Notes and che restructuring of the MCG credit facility
Consolidatad Financial Statements and "Liguidity and
Notes to Consolidated Financial Statements,
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The Company recorded a charge of $2.5 million in the gquarter
cthe 2limination of approximately 225 positions and lease axit costs
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?roviszion for Izcome Taxes. AL 3Sepcar

er 30, 2002 and 2001, a full
valuacion allowance -2as been provided against the Company's 2et operacting 1oss -
carryiorwards and ccher deferrad tax assets. 3ince the amouncs and axtent of che
Companv's cfuture earnings are not detazrminabls wich a sufficiant degrae of ’ . ~
orepagilizy Lo recognize the deferrad zax assetcs in  accordance” with the B
requirsmencs of Stacement of Financial Acccocuntiag Standards No. 109, "Accounting
for Income. . Taxes,* the Ccmpany has recorded a full valuation allowance on the .
nec defarrad tax assets. For the quarTar snded Septamber 30, 2002, althougn tie -

£

Ceompany 1as net income, no provision for iacome taxes nas neen rzflectad or the
_ stacamenc of operations due to the full valuation allowance. The Company aas aot
racorded any income cax expense or Penefit for the guartar 2nded September 30, -
2001 because the Company incurred losses during "this periocd as well as
maintained - a full valuation allowance at September 30, 2001. The third quartcsr
of 2002 <repressents the fourth consecutive quarter of profitability for the
Ceompany. Ia  the fourth gquarter of 2002, as part of its 2003 obudgeting process,
management «will evaluats the valuation allowance and, if approoriate after the
evaluation, will reverse all or a portion of this valuation allowance, resulcin -
in a non-cash defzzxred income tax benefit on the statament of operations. At
- - that time, the Company wculd record the astimatsed net realizable value of the
defarred tax asset and, beginning in 2003, would »rovide Zfor -income taxes at a’
rate 2qual to the Company's combined federal and state effaceive rates. However,
to the =xgent of availabl2 net operating loss carryforwards, the Company would
be shielded from payin cash ircome taxes for several years. There can Qe no
- assurances Gthat the Company will realize the full benefit of the net operatiag
loss carryforwards on future taxable income generated by the Company due to.the .
_"change of ownership" provisions of che Internal .Revenue Ccde Section 382 (see
"Ligquidicy and "Capital Resources, Other Matters®). .
Ixtracrdinary Gain (Loss). The Company iacurred an extraordinary gain in the quarter ended September 30,
2001 of $15.9 millien, which represents the gain on restructuring of the ACL contingent redemptions in
accordancs with SFAS No. 15, "Accounting by Debtors and Crasditors for Troubled Debt Restructurings," as -
discussed above in Note 3 of the Notes to the Consclidated Financial Statements. As a result of the
retirement of the Company's senior credit facility prior to maturity, the Company will incur a one-time,
aon-cash axtraordinary loss of approximatal 1 million in the fourth guarter of 2002 reflecting the
acceleration of the amortization of certai erred finance charges and fzes.

NE MONTHS ENDED SEPTEMBER 30, 2002 CCMPARED TO NINE MCNTHS ENDED SESTEMBER 145 -

as decreased dy 39.5% o $236.3 mil
r the nine months ended September 3

ion for the nine months ended September 30, 2002 from $390.5

Sales. Sa 1 £
£ 0, 2001.

T
million fo
The Company's long distance sales decreased to $116.3% million for the nine months ended September 30, 2002

from 3236.3 million for the nine months anded September 30, 2001. A significant percentage-of the Company's
ravenues weres derived from long distance tzlecommunication services provided to customers who were obtained.

under the AQL marketing agreement. The Company's decision to focus on the bundliad product and the

discontinuation of che ACL markéting relationship effective September 30, 2001, together with customer

turnover, contributad to the decline in long distance customers and revenues. This decline 'in long distance -
custcmers and reveaues is sxpected to continue so long as the Company continues tc fotus its marketin

- affortcs on the bundlaed product. Long distance revenues for the a2ine months ended September 30, 2002 and

Septamper 30, 2001 included non-cash amortization of deferrasd revenue of $5.5 million related to a
telacommunications service agreement antered into in 1997. Deferred revenue relating to this agreement has
_been amortized over a five-year period. The agrsement and r=lated amortization terminated in Cctober 2002.
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the igc‘*e as the Company ceonclaues incumben:c
and cchex petitive Local axchang
Network and Line Costs. Necwork and r2ased oy 38.1% to S1i3.7 h
millicn for the nine mentls anded Septampber 30, 2002 from 3136.3 million for the
nine months 2nded Septamber 30, 2001. The decrease in costs was primarily due <o
2 lowar zumber of local and long discancs customers, a raduction in accesss and

usage charges and a readuction in primary intarexchange carrisr charges. Nefwork

and line- costs for che nine montas ended 3eptamber 30, 2002 bsenefizad from the

Verizon New York credic of 51.2 million. Network and lize zosts also bpenefitad

irom favorable resolution &f disputes with vendors. The Company’'s policy is not -
e rzcord credits from such disputes until received. As a percentage of sales, -
zecwork and line costs incrsased to 43.0% for the dine montas snded September -
30, 2002, as compared to 47.9% for the same period last year. The FCC is

currently undertakiang i1fs triannial zeviaw of local phcne competition including

the contiaued ava*’abi“*y of certaian unbundlad necwork z2lements and switzch
As the Company's long discance customer base declines, the Company could be
subject to higher network and line costs as a pexcentage of salas due to fixed
costs of the Company's Llong distance nectwork and cértain minimum contrace
commitments. See "Liquidity and Capital Resources, Other Matters."

-

Gross profit, defined as salss less netwerk arnd line coscs, decreased by 40.8% for che nine menths ended
Septemper 30, 2002 to 3$120.6 millicn Ixom $203.7 million for zhe same period last year, and gross margin,
defined as gross profi: as a percentage cf sales, decreased tco S1.0% as comparad te 32.1% for the nine
months ended September 30, 2001. Gross margin for the long distance product was 59.1% for the nine months
anded Septcember 30,. 2002 as ccmparsd with 53.3% for the same period last year and gross margin for the
bundled product was 43.1% for the aine months a2nded September 30, 2002 as ccompared £o 45.5% for the same
period last year. The growti of local bundilad service as a percentage of total revenue and product mix has
contribucad to the decr=ase ia overall gross margina.

General and Administrative Expenses. General and administrative expenses decreased by 37.5% to $40.2 million.

for the nine months 2nded September 30, 2002 from $64.2 millien for the nine months ended Septemper 30,
2001. The overall decrease in general and administcrative expenses was due primarily to significant workforcs
eductions and other cost cutting efforts by the Company as it pursued improvements in operating

iciencies of the Company's bundled business model. The Company had increased personnel costs associated
2 supporting the Company's bundlad services cfferings, including customer service, provisioning and
Llections personnel during the nine montis anded Septemper 30, 200r as compared with 2002. Included in
leral and administrative expenses for the nine montis ended Septcember 30,. 2002 was a non-cash credit of -
7 million related to a favorablzs settlement of a vendor disputa that had previously been reflected as a
izy, partiaXly offset by an incr=ase in legal raserves of $50.5 million. While the Company expects to

i

44 4 O i+
O T | (1 rh
b
-

lize furzher general and administrative expense afficienciss as the custcomer base grows, realization of

h efficiencies will be dependant on the ability of management to control personnel costs in aresas such as
tions and customer service. There. can be no assurances that the Company will 2e able to realize these

isncies. .

® O g l—*mﬁ O & @y

WO £

Provision for Doubtful Accounts. Provision for doubtful accounts decreased by 88.7% to $9.0 million for the
‘nine months ended September 30, 2002 from $7%.4 million for the same period lastc year and, as a percentage

of salss, decr=ased to 3.8% as ccmpared to 20.3% for the nine months ended Septemper 3Q, 2001. The Company

nad taken several steps during the third and fourch quarters of 2001 to reduce bad debt expense, improve the
overall credit quality of its customer base and improve its collections of past due amounts. The benefi:ts of
zhe Company's actions o reduce bad debc =xpense and improve the overall credit quality of its customer pase
are razflected in the lower bad debt expense Zor the nine monchs -
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Salas and Markating EZxpenses. Juring- the nine monshs snded Septaember 30, 2002, the Company incurred 515.5
millicn of salas and markacing axpenses as comparad ¢ 343.5 million Ior tike same period last year, a 71.4%
decr=ase, and, as a ?ereen:agE'of sales, a decr=2ase 20 3.3% as comparad to 17.5% for cihe nine monctihs anded
3eptemper 30, 2001. The decrease in 2002 is grimarily actribuctabls to the raduction in marksting f£2eF paid
2o ACL due =0 the zarmifation of the markating rsalacionship with AOL 2£fective Septamber 30, 200I. Sales and
markating 2xgenses declined Zurther as the Cocmpany slowed growti as it pursued i5s plan to improve -
2fZiciancias of the Company's pundlad pusiness medel. Currantly, substantially all of the salas and -

arkercing a2xpenses relate to the bundiad product. -
- Deprzciation and Amortization. Depreciacion and amortization Ior the nixn -

monchs ended Septemper 30, 2002 was $13.%5 million, a decr=ase of $15.3 million

compared o $29.3 million for the nine months =nded September 30, 2001, and, as

a percantage of sales, decreased to 3.7% as compared to 7.5% for the noine montas

ended Septemcer 30, 2001 The Company's amortizaticon sxpense decreased

s’~n;ii:anc;y for the nine months ended Septamger 30, 2002 due to the write-down -
irn the third guarter of 2001 of goodwill associated with the acguisicion of

Access <Cne. Additiocnally, rthe Company implsementad Statement of Financial

Accounting Standards No.- 142, "Gocdwill and Cther Iantangibls Assets,” which

estabplisned the impairment approach .rather Gthan amortizacion for goodwill,

resulting im rsduced amortization for the 2ize months ended Septamber 30, 2002

(see- Note 1 Of the Notss to cthe Consolidated Fipmancial Statsments). )
Tmpairment and Restructuring Charges. The Company incurred impairment and restructuring charges of $171.2
million for-the nine months =nded September 30, 2001. Included in the amount for the nine months anded
September 30, 2001 was an impairment charge of $153.7 million, primarily related to the write-down of
goodwill associated wich the acguisition of Acwyss Cne; as discussed above. In Septemper 2001, the Company -
approved a plan to close one of its call centsr operations. The Company recorded a charge of $2.5 million iz
the nine months ended Septamber 30, 2001 to raflect the aLLmlqat_on of approximataly 225 positions and lease
2xit costs in connecticn with the call center closure. Thers wers no impairment or restructuring charges ia”
the nize monchs ended September 30, 2002 (see Note § o the Votes of the Consolidated Financial Statements).
Intersstc Income. ILnterest income was $S0.5- for the nine months ended September 30,2002 versus $1.1 millicn
for the nine menths anded Septamber 30, 2001. Inatesrest income for the nine months anded September 30, 2002

in interest rates during tche
the Company's higher average

was lower due to decrease
001, gpartially offset by

Interast Expense. lLatarsst expense
anded Septeamber 30, 2002 as compared to $4.5 million
Sepcamber 30, T2001. Th increase in inferest expen

ieldin debt
and 5% Notes for 8% and
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2001 primarily consists of a $2.¢ million unrealized loss on

nine months ended September 30, 2002 as comparsd to
cash balances in 2002 as compared to 2001.

Ilion for the nine months
for the nine months ended
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instruments associated with the sxchange of the Company's 4 1/2%

acilizy restructuring (see
Financial Statements and
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structurin As described
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value i the ACL ceatingen: redemuiisnis Ln acscrdance wiini tne ralue aCccuntling tr2acmen IITF
cn 10 AMCuUnI wa3 2CC racurTinI, as 22 AlL agenc ra2demptlcns 2ad Deen rastructurad
c

Zor Zacome Taxas. AL Septamper 1) a ed

st zhe Ccmpany's net Jperacing LOS3 CarT o T2 sse s and

t zf the Company's Ture 2armings ara o a £Zicisnc degres o lizy no
racsgnize che defarrad zax assers in acccordan z ncs of Statemenc oI Financial A¢ccunting
Standards ¥e. 109, "Accounting Ior Income Taxes, ' the Companv tas racorded a full valuaticn allowance on the
nec defarrsd cax assess. For tne nine mencias anded Septamber 30, 2002, although tie Company has net income,
20 przvision for income taxes 2as Seen railactad on tie stacament of operations due o che Iull valuation
allowance. The Company nas nct racorded anv izcome zax 2xpense or senefic Zor zhe 1ine months a2nded
Segtamber 30, 2001 because tne Company iacurrad losses during 15 period as well as maintained a Zull
valuacicn allowance at Septemper 30, 2001, The chi Tar 2002 represents :he Iourth consecutive
quartar of profitabilicy for the Company. Ia Zhe Zcurth quarter of 2002, as par:z of its 2003 bdudgeting
Process, management will svaluats the valuation allcowance and, if appropriate af:isr the svaluation, will
raverse all ¢or a portiom of thls valuation allowance, rasuliing ia a non-casi deferred income tax benefi: con
tne statement of cverations. At that time, e Company would racord the estimatad net rz2alizable value of
the defarred tax asset and, beginning in 2003, would provide for income taxes at a raca aqual to the
Company's combined faderal and statz =2ffsctlve racss. However, o the extent of available get coperating lLoss
carryiorwards, the Company wouid be shielded Zrom zaying cash income taxes for several vears. Thers can pe
20 assurances that the Company will r=alize zZhe Zull zenefit of che net operating loss carryforwards on
futurs taxable inccome generatad by the Company due Io the "change of ownexrship” provisicns of the Intarmal
Revernue Code Section 382 (see "Liquidity and Cagpizal Resources, Cther Matters”). -
Ixtracrdinary Gain. The Cempany incurred an axtraordinary gain in the aine months 2nded September 30, 2001

of $15.9 million, which rapresencs :the gain on restructuriag of the AOL contingent rademptions in accordance
wizh SFAS No. 13, "Accounting by Debtors and Craditors for Troubled Debt Restructurings, as discussed above
in Not2 2 of the Notes to the Consolidated Financial Scatements. - -
Company adoptad Imerging -Issues Task Force Abstract No.

Cumulacive Zffact of an Accournting Change. The
z Indexed and Potentially Settled in, a Ccmpanv's

00-19, "Accounting for Derivative Financial Iastcruments co,

Cwn Stock," in the nirne months =anded Septamper 30, 2001. The cumulative effect of the adoption of this -
change in accounting principle resulzed iz a zon-cash chargé to operacions of $36.3 million in the nine -
‘months =nded Septamber 30, 2001, representing the change in fair value of contingent redempCion features of

]

warrants and common stock held by AOL from issuance on January 5, 1999 through Jure 30, 2001.
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LIZUIZITY AND CAPITAL REZISCURCES

The Zcocmpanv's casih ragquirsmencs ari
and-kAe dent

igaciens 2If th Company as  2f Septamber 30, 2002 are . —
rizy as . Zsllows [in rthcusands): N ' : -

1 year or 2 - 3 ¢ - 5 Concractual Cbligatioms {4) Tocal lass Y2ars 72ars Therzafzsx . - —

Talk America Holdings, Iac.: ; _ -

3% Convertible notes due 2011(1l) S 54,487 S 1,384 $ 2,941 $ 3,182 S 56,980
12% Senior subordinaced notas due 2007_ 71,381 -— X -= 71,682 -— )
3% Convertible senior supordinatad - - B
nctes due 2007 (2) 4,103 - - 4,103 -
S% Convertible subordinatsd noces due ’
2004 879 -- 570 - -
Talk America Inc. and other subsidiaries: - - - .
Senior credit facility (3 © 13,750 13,750 ‘ - - -
Capital lease obl igat*ons 10: 50 41 B -
Otner long-csrm obligations - 53 53 - - : -
Total Contractual Cbligations $ 134,853 S15,257 S 3,852 578,968
= = zz==z====a= zazsss=aasz

{1} The 2011 Canvertible Notes include $34.3 million of principal and $30.2 million -of future accrued
interest (see Noce 3 of rthe Noces to Consclidated Financial Statements). The 2011 Convertiple Notes are
subject o mandatory radempcion, at the option of tihe holder, in Sepcember 2006 and September 2008 at par
olus accrued interest. : -

Notes include 32.8 milliorr Qf grincipal and $1.3 million of future

(2) The 8%
carsst (see Note 2 of the Notes.to Consolidated Financial Statements) .

ccruad in

(3) Cn Qctober 4, 2002, the voriancipal operating subsidiaries of Company restired, prior to maturitcy, all of
the debt ocutstanding under the MCG Credit Facility Agreement. B

(4) Excluded from these contractual obligations are operating lease cbligations
and network service obligations. The Company leases office space and equipment

under operating lease adgrzements. Certain lzases contain renewal opticns and
purchase options, and generall provide that the Company shall pay for
insurance, taxes and maintenance. As of Decempber 31, 2001, zhe Company had .

future minimum annual lease obligations under noncancellable operating lz2ases

wicth terms in eaxcess of one year as follows: 2002 -~ $51.3 million, 2003 - $1.7 .
million, 2004 - $1.4 million, 2005 - $0.3 million, 2006 - $0.4 million and 2007

and thereafrer - $0.3 million. The Company is also party to various necwork

service agreements, which concain certain minimum usage commitments. The largest

contract esctablishes oricing and orovides for anmual minimum pavmentcs for the

vears snded December 31, as follows: 2002 - $22.2 milliom, 2003 - $22.3 million

and 2004 - 3$27.9 million. A separate contract with a -different’ vendor -
2staiblishes pricing and provides for annual minimum payments for the years ended
December 31, as follows: 2002 - $3.0 million, 2003 - $5.0 million and 2004 -

$3.0 million.—- As a consecguence of chese minimum network service cbligations,

unless the ~Company can r=2-price or restructure these obligations or obtain
additional minutes of usage from the wholssala or other long distance markets,

of whict uhefn can be no assurances that the Company will be ablz2 to accomplish,

the Company will experience an incrszase in per minute network costs.

The Company reliss on cash generated from operacions and cash and cash aquivalents on anand o fund its
capital and ‘financing raquirements. The Company had 3$41.1 miilion of cash and cash =squivalents as of
Septemper 30, 2002, and 522.1 million as of Decemper 31, 2001° -

(&)
[ ¥




ccouncs zay .3 mill sh us in
oreracing activ s was mainly in accsunts
receivabls 29I 343.2 million, a million ard a
acn-casi axzracrdinary gaiz on cfisetc oy non-casn
charges of 331%.3 millicn. The ori ful accounts of .
n, deopr £ ucturing charges of -

ation and amertizacion
che cumulacive =2 T o)

m rn
n 0
m o
H

demptions of $35.3

icn during the nize months snded Sepcember 30, 2002,
ich consisted of capitalized scfswars development costs of 31.3 millicn and capital sxpenditurss for the

urchase of 2quipment ©f $3.0 miilion. Net ‘cash used in ;nvnsc¢"g activizies was $3.6 mlll;on during the
n

Net cash used in investing activitiss was 34.3 mi

ine monchs anded September 30, 20€1, which primarily consisted of capitalize ao:cware development costs of
$0.7 millicn and capital sxpenditurass £or the purchase of aguipment of $2.3 million.-

e months ended September 30, 2002,

Net cash used in investing activi was $1.3 isn duriag the
which consisted 3f capitalized softwars develcpment ::sts cf $0.5 .ion and capltal expenditures for the
ourchase of aquipment of $0.9 million. The Company anticipatas iacurring for the full vear 2002 capital

axpendituras of approximately S4 million and capizalized softwar evelopment costs cof approximatsly $2.5
millicn. The Company expects oo incur capital axpendirnures of between $3 million and $10 million and

capitalized software development costs of between $2 million and $3._million in 2003, includiag approximately

$5-3 million of networking eguipment and sofiwars. The FCC is currently undertaking its triennial review of -
local ghone competition iacluding the continued availapilicy of certain unbundled network =lements and -
switching (see "Liquidity and Capital Resources, Other Matters"). - -

Net cash used in E'narcing activitias for the nine monchs ended September 30, 2002 was $11.4 million _

comparad to $4.% million for the nine menths ended Septamber 30, 2001. The net casn used in financing

activicies Zor :ne nine menths anded September 30, 2002 was primarily actributable to payment of borrowings
under the Company's Senior Credit Facility of 33.8 miliion, payments related-to the maturity the remainiz
$3.9 million principal balance of its outstanding 4 1/2% Notes, payments under its 8% Convertible notes due
2011 of Sl.9 million, paymencs ia connection with exchange of the Company's ¢ 1/2% Notes for 3% Notes of
$0.5 m1 lion and payments urde“ capital lease cpligations of S1.0 million. The cash used in financin
activities for the nine meontls en ded Septemper 30, 2001 of $4.9 million was primarily attributed to payment
of borrawings under the Company's cradit facility of 351.3 million and payments in connection with the -
restructurizg of the AQOL conCLngent redemptions of $3.5 millicn. Cn October 4, 2002, the principal operating

subsidiaries of Company retired, prior to maturity, all of the debt ocutstanding under the MCG Credit
facility Agrzement of $13.38 million.

For che cthre months ended September 30, 2002, $1.7 million of intersst
axpense was racorded as additional principal on the 12% Noces and 3% Convertible
Notes due 201 due to payment of incerasc in kind rather than cash. -

P

The Company gererally does not have a significant concentration of cr
accounts raceivable, due to the large aumper of and-users comprising

radit risk with respect to net trade
the Company's customer base.

CONVERTIZLE SUBCRDINATED NOTES AND ZXCHANGE OFFERS (see Note 2 of the Netas to
Consolidated Financial Statsments)

2ffactive April 4, 2002, the Company completed the a2xchange of $57.% million of the $61.3 million
outstanding principal balance of its 4 1/2% Convertipls Subordinatsd Notes that mature on September 15, 2002
into $53.2 :
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crovided <Icr a valuacion allowancs =f approximacsaly 530
defzzrad zax assets as c¢f Sactemper 30, 2002, orimarily
NCL carwyforwards._The ciaird guarcsr of 2002 raprasencs
Juarter of profitapili r the Ccmpany. In the fourth
garc of 1Is 2003 budgec $s, managemenc will evaluate
ce and, i1f approori zhe =valuacion, will resverse -
chls valuaticn all lting ia a non-casn defzarrad -
] the statement o s. ‘Al thac time, zhe Company
would racor :«é escbmau=d net rzallizab the defzsrrad tax asset and,
z g:nning ia 2003, would gprovide ior Taxes at a rate 2qual o the
Company's combined faderal and state =ffac ratas. However, o the =xtent of
available net operating Loss carrylorwards, the Company wculd be shislded from
paying cash income taxes for several years.

£

Comnanv is a party £o a number of l2gal actions and procesdings arising £rom the Company’s provision and
rkacing of telacommunicacions serv:ces, as well as certain lzgal actions and regulatory investigacions and
croament procsedings arising in the ordinary course of ousizess. The Company believes that the ultimaca
ccme cf tie foregoing actions will not result in liabilicy chat would have a material adverse effzact on
the Company's f£imancial condition or results of operations. However, it 15 possible that, because of
‘fluctuations in the Company's cash posizion., tihe timing of developments with rsspect to such mattars that
raquirs cash pavments oy the Company, while such payments are not axpected to be material to the Company's
financial- condic ion, could impair the Company's ability im futurs interim or annual periods to contiiue to
implement its business plan, which cduld affsct izs resulcs of operations in futures inctsrim or annual
periads. - )

el

While che Company believes that it has access, albeit limited, ©o new capital in the public or private
arkacs to fund its ongoing cash requirements, thers can be no assurance as to the timing, amounts, terms orf
conditions of any such new capital or whether it could be obtained on terms acceptable to the Company. -
Accordingly, the Company anticipatss that its cash reqguirements generally must be met from the Company's
cash-on-nand and from cash generatad from operacions. Based on its current projections for operations and
having retired the Company's Senior Creditg :ac*lA:y grior to maturity and restructured most of its
outstanding convertible notas through the axchange offers, the Company oelieves that its cash-on-nand and
its cash flow Ifrom operations will be sufficient to fund its currently contemplatad capital expendi:zuress-
its debt service obligations, including the increzased intarest expense of its outstanding indebtadness, anad
the 2xpenses of conducting its operations for at l=2ast the nex:t twelve months. However, there can be n
assurance that the Company will be able to realize its projected cash flows from operations, which is
subject to che risks and uncertainties discussed above, or that the Company will not be required to consider
capizal expenditures in 2xcess of those currancly contemplaced, as discussed above.

CRITICAL ACCCUNTING POLICIZ .
The Company's discussion and analysis of its financial condicion and results of operations are based upon
the Company's consolidacaed financial statements, which have been prepared in accordance with accountin
rinciples generally accepted in the United States. The preparacicn of these financial statements raquires
he Ccompany to make estimates and judgments that affect the reported amounts of assets, liabilities,
revenues and expenses, and related disclosurs of contingent assets and liabilities. On an on-going basis,
the Company evaluates ics estimacas, including those related to bad debt, goodwill and intangible assets,
income taxes, contingencies and litigation. The Company bases i1ts estimates and judgments on historical
axperience and on various other assumptions :hat aze pelisved o be reasonable under the circumstances, the
car
s

oo

ra2sults of which form the basis for making judgments akbout = arrying values of assets and liabilicies
that are not resadily apparent Srom other sources. Actual results may differ from these escimates.
Reccgnition of Revenue. The Company derives lta revenues from local and long distance phone services,

ily local services bundlsd with long discance services, Long distance services, iabound toll-free
service and dedicated privata line services Ear data transmission. The Company reccgnizes revenue from
voice, data and other telecommunications-related services in the

'
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Inccme Taxas. lncome taxas ars acccuntaed IS
llapilizias ars reccgnized Itr Tna 2stimalad ences atiz
the fizancial statement carrviag ameounis of 2xisting
and cperacing Loss and tax credit zarryIiorwards. el tax is
2nactad tax races 12 e2ffact Ior the year LI whlZh TIcse I2mpcrart
or set:zlad
The Comany ds a valuatisn allowanca 19 farrad tax assets

ii an  amcunt mors likaly Company aas

orovided Isr ion allcwancs for iLts net -
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NMCL  carryi thizd guarszsr congacutive )
Juarcar ¢ faor the Compan: , &s part of
izs 2703 2¢ess, Mmanacemen cn "allcwancs
and, i2 ar rche 2valuaticn, will rave zicn of tais
valuacion ssulcin iz  a aon-cash de penefic. AL , )
that ztime, =zhe any would rescord the =2stcimacsad nec rzalizacls value of the
s

deferrad =rmax asset and, begi:n;: in 2003, weuld zrovide- for income taxes at a R
rats a2qual o the Lomoahy compined faderal and stace affactive racas. However,
o the =xtent of aval able net ogerating iloss carryforwards, che -Company would N

ne shislded <£rom -paying casnh income taxes foxr  several years. -

Legal ?:oceedings. The Company i1s a party £o a number of legal actioms and
T : ol =ae Ccompany's provision and markecing -cof
slecommunications . services, as well as certain lagal actions and regulatory
investigacions and senforcement proceedings arising in the ordinary course of
ousiness. Management's current estimated range of liability relaczad zo scme of

the pending licigation is based on claims Zor which management can 2stimate the

amount and range of loss. The Company recorded the minimum estimacad liability

related to those <claims, where there 1s a range of loss. 3ecause of the - 3
uncertaintias relatad to. both the amount and range of loss on the remaining

pending litigaticn, managemen is unable to make a reasonable estimate of the

liabilicy cthat could result frem an unfavorabla outcome. As additional :
information bpecomes availabls, the Company will assess che :oc,«CLa‘ liapilicy

ralated ¢ che Company's pending litigacion  and revise its 2scimatas. Such

revisions in the Company's estimacas of the potsantial liabilityv could materially .

affect 1zs results of operations and £financial position..

ITEM 3. QUANTITATIVE AND CUALITATIVE OISCLOSURE A30UT MARXET RISK i R
In the normal course of business, the financial position of the Company is subject to a variety of risks,
such as the collectibiliry of its accounts raceivacle ‘and che realizability of the carrying values of its

long-tarm assecs. The Company's long-carm obligaticns consist primarily of its own notes and cradit
facility. The Company does not prasently enter into any transactions iavelving derivative financial
instruments_for risk management or other purposes due o the stability ia intarest ratas in recent times and
decause management does not consider the potantial impact of changes in interest rates o De matesrial.

The Ccmnany s available casn balances ars invested on a short-term zasis (generally overmignt) and,
accordingly, ars not subject to significant risks associatad with changes ia interest racses. Substancially
all of the Company's cash flows ars derived from its operations within the United States and cthe Company is
not subject o markst risk associated with changes in foreign exchange ratss.

ITEM 4. CCNTROLS AND RROCZIDURES

thin :ne 30-day period prior Lo the filing of this report, an evaluation was carrisd cut under the
supervision and with the participation of the Comnanv s managemenc, iacluding the Chief EZxecutive Officer
(*Czo") and Chisf Financial OQZiicer ("CFO"), of the 2ffactiveness of che Company's disclosure controls and
procedures. 3ased on that evaluation, tie CZC and CFO aave concluded thac the Company’'s disclosure controis

and procedurss ars affective to ensure that informacicn rsquired zc te disclosed by ‘the Company in reports
zhat it filas or submits under the Securities Ixchange Ac: of 1934 is recorded, processed, summarized and
raported within the time pericds 3 i ies and EZxchange Commission rules and forms. Subseguentc
co the data of cheir evaluacion, & icant changes in the Company's interaal controls or
other factors that could =Lgh-:;ca ne disclosure controls, including any corrective actions wizlx
regard to significant deficienciss an weaknesses. - )




PART II - CTHER INTCRMATICH

~sper .3 the Comeany's Amended and

ced Cexz split QL the Commen Stock of

cmpany ¢ c ZDT on Octcber 13, 24602
2cziva O n o s of Company commen stock, =ar
50.91 3 24 o] 2 o) ZfZizctive Dats became :h )

r of =ne Jzmp stock, 2 2 er snare | Company Commeon Stcck”") afnar
fZective Dacd. As a resullt, 27,273,344 sharss cof Ccmmen Stock and no snhaxes of prafarred stock wers
anding immediacely following the ZfZfaciive Dars. Following the Reverse Sglit, che Company nas 190

on sharas of aucthcrized Commen 3tock, par value 3.01 per sharz and 3 million shares of auchorized

rad stock. i .

l

ITE 5. IXEI3ITS AND REPCRTS O FCRM 3-K

ion of Gabriel 3actista Pursuanc zo 13 J.5.C. Sectisn 1350, -
£ to Secticn 906 of rthe Sarbanes-Cxley Act of 2002.

39.2 Cercification of David G. Zahka Pursuant tc 13 7.35.C. Section 1350, as -
Adootad Pursuant o Section 306 of the Sarbames-Cxlsy Act of 2002
(o) Reports on Form- §-XK . - R N

During the quartar 2nded September 30, 2002, the Company f£ilsd no Current Reports on Form 8-X, although the -
Company filed Current Reporcts on Form 3-K on October 11 and Cctober 15, 2002 in connection with the
Company's reverse stock split and the Company's early racirement of ics Senmior Credit Facilicy,
raspectively. - B
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ATICIN PURSUANT TC L3 3.7, ZETCTTIN Lisgq,
ADCPTED 2URSUANT 72T SzZCTICN 102
CF THE SARBANES-CKLZY ACT CF 2302

2. 2ased on my knowladge, this guartarly rapert deoes 2ot s2niaizn any un
omic t¢ stat2 a matarial fact necessary o maxka the Statsmencs made, in
wnich such stataments were made, 1ot mislsading with raspect o the period

3. 3ased cn~my knowladge, the financial stata2mencs, and ocher Zinancial information included in this
quartarly raport, fairly present in all matarial respeccs tiae financial conditicn, results of operations and
casn flows of .the registrant as of, and Ior, e periods prasenced in this quarterly reporct;

@ ragiscranc’'s other cfficers and I ar=z respensible for
¢ and maintaining disclosurs ccntrcls and procedurss (as defined in
Zxchang Act Rules 13a-14 and 15d-14) <for the registrant and we have:

a) designed such disclosurs cntrols and procedurss Lo ensure that
material information reslating to the registranc, including its
consolidated subsidiaries, is made Xncwn To us Dy others within those
2ntitias, particularly during he periecd in which this quarterly
regort is Dbein prapared; - -

b) evaluatad che a2ffactiveness of the ragiscrant's disclosure controls
and procedurss as of a date within 30 days prior o the f£iling date of -
this quarterly report - {the “Zvaluation Date"); and -

e} presented ia this quartex: r2port our conclusions about Zhe
effectiveness of the disclosure controls and procedurss based on our
- evaluation as of the £=Zvaluation Dace;

t's other certifying office

istran zs and nave disclosed, based on our most recent evaluation, to
rane's auditors and the audit commitza

3 -

lant £

-
e of ragistrant's board of directors (or persons performing

[uked

a) all significant deficiencies in :the design or cveration of intermal
controls whicn could adversely afZect the registrant's ability :to

racord, ©Dprocess, summarize and report Iinancial “data and have
identified for  the registrant's auditors any material weaknesses in
internal” controls; and .
2) any £fraud, whether or not macarial, that iavelves management or

other emplcoyees who have a significant 'role i1 the registrant's

internal controls; and

© whether or not
cantly affsct
=ctive actions

5. The ragilstrant's otaer certifying officexrs and I have indicatad in this quarterly repor
ere were significant changes in intermal controls or ia cther factors that could signi
incernal controls subsequent to the date of cur mest recent 2valuation, including any <o

wizh regard te significanc deficiencies and material weaknesses.

£i
rr

Novemper 12, 2002 _ .

Gabriel 3attisca
! Zxecutive CQfiicer _ .




I, David . nka, Thac
: I have <reviewed_ tials Juartarly razert ci Form 10-3 of Talk Aameriza
dcldings, Inc.; - -

2. guartar.y rapcr: dees not conbaln any untrue s-acament of a macerial facs or )
omic tc scate a material fac: necagsary Lo maks the scactements made, ia light of cthe circumstances undexr
¥alch such scacements wers made, 2ot mislaading wizth raspect oo The geriod coverad oy chls quartsrly rapors:

3. 3ased on my knowladge, the stazamencs, and ocher Zinancial ::fO“mac‘on included in this
T guartarly rapors, fairly prasent in all matsarial respects. the financial cendiczion, rzsults of operaticns and
cash flcws of istrant as 2L, and for, the pericds prasentad in :his quarcs rly repor:z;
ragiscrant's other < i g officers and I ars rssponsiblile for
and maintaining disclosure controis and procedurss (as defined in
Rulas 13a-14 and 13d-14) £or zhe rsgistrant and we haves
_a) designed such disclosur2 controls and grocsdurss to 2nsure tiac
material information rs=latin to the ragistrant, includix ics
consolidatad subsidiaries, 1s made xnown to us by cthers within those
sncities, particularly duriz the pericd in which this gquartarly
report 1is |being preparad; _

- o) évaluated the effactiveness of the ragiscrant's disclosura controls .
afd procedures as of a dacs witaia 90 days prier ko the filing dace aof - - -
this quarterly rc#pers- (che "EZvaluation Data"); and -

) c) presented in this gquartarly r2por: our conclusions about the
affectiveness of the disclosurs controls and proceduras dased on. aur .
evaluation as of the Zvaluation Date; .-
5. The ragistrant's cther certifying officers and I have disclosed, based on our mos:t cent evaluation, to

recer
the regiscrant's auditors and the audic commi:itse of registrant's board of directors (or persons performing

the eaquivalenc function):
a) all significant deficiencies i the design or operation of iacarmal -
controls which could adversely aifsct the registcranti's abilicy to
racord, process, summarize and report financial daga and have
identifiad for the registranc's audiiors any material weakniesses in
internal controls; and -

1, that-involves management or

o) any £raud, whether or not material,
other emplovees who =zave a significant role in the registrant's
cernal controls; and R i
5. The ragistrant's ocher certifying officers and I have indicated in this quarterly report whether or not
there were significant changes iz intermal controls or in other factors that could significantly affesct
internal contrzols subsequent tc tihe date of our most recent evaluation, including any corrsctive actions
with regard to significant-deficisncies and macsrial weaknesses. -

November 12, 2002

/s/ Davi G. Zanka
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_ 7 CERTIFICATION PURSUANT TT 13 T.3.7. 3ETCTICN Lisg,
A3 AZCPTED PURSUANT TC S2CTICN 263 T
CF THE SARXRBANES-IXI ACT JF 2062 -

(L) tze Talk
30, 2002 Zull
amenced; and {ii) iafc a
Zinancial condizion and resul:s of cperation o Talk Am

Inc. Quarzerly 2ep : r the guarterly zericd anded 3Se

: the Securitias Ixchange Act of

esents, in all macarial res
Inc.

ia

This cersiZicace is belng made for zhe 2xclusive purpese of complilance by the Chisf Ixecutive Cfficer of
- Talk America Holdings, Inc. with the requiremencs of Section 208 of the Sarbanes-Oxlay Act of 2002, and may
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urposes.

Gabrial 3Battista
ChisZ Zxecutive Cfficer - -
Novemper 12, 2002 ’ -




3%.2
TEIRTIFIIATICON PURSUANT T2 13 Z.3.C 23139,
A3 ALCPTED PURSUANT T7 3ZCTICN 208 :
OF THE SARBANES-CXLZY ACT ZF 2702 )
I, Zavid . cial Officer oI Talk America Holdings, Inc. {the "Company'), lave rauiswed tha
Comgany's Form 13- IoY thie zuartarly zericd ended Septamber 30, 2002 and, sased cn tha R
2g d o e nz of mv resgeonsibpiliti2s as the Chiaf Financial
gs, Iac.
(1] zhe Inc. Zuarserly period 2nded 3epcamber
3Q, 2040z che raguiramencs ange Act of 1334, as
amended; ion contained iz Zezor macerial raspects, the
Iinancial 5 of operatlion of Talk America

This certifica
Talk America H
2ct e used ZIo

is keing made for the =2xclusive purgeose of compliance- by the Chief Financial Offi
dings, Inc. with chie raquirement3 oI 3ecTion 306 of zhe Sarbanes-Oxley Act cf 2002, and mav
any other gurpeses. - -

/s/ David 3. Zahka L .

David & Zanka
ChieZ Financial Officer 7
Novemper 12, 2002 . B
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